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In the i 

Court of Appeals of the District 

of Columbia. 


January Term, 1931. 


No. 5303. | 

American Felt Company, Appellant, j 

v. 

! 

Commissioner of Internal Revenue, Appellee. 


BRIEF FOR THE APPELLANT. 

l 

i. ! 

i 

Statement of Jurisdiction and Venue. ; 

This case arises upon petition for the review of a 
decision of the Board of Tax Appeals and of a| judg¬ 
ment rendered thereon under date of December 13, 
1929. By stipulation of the parties hereto, made pur¬ 
suant to section 1002 (d) of the Revenue Act of 1926, 

i 

it was agreed that said decision mav be reviewed by 
the United States Court of Appeals of the District of 
Columbia. (R. 32.) i 
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n. 

Statement ok Questions at Issue. 

The primary question here at issue is the right of the 
appellant to charge off as a deduction from income 
upon its income and profits tax return for the year 
1919 the sum of $420,789.07 paid to National Shawmut 
Bank of Boston, for which the appellant claimed a 
right to reimbursement by said Bank. The respondent 
has allowed the amount in question as a deduction upon 
the income tax return of the appellant for the year 

1918, although not so claimed by the appellant. The 
appellant contends that its rights against the Bank be¬ 
came worthless in the year 1919, and that the amount 
claimed was therefore a proper deduction in the year 

1919, and not in the year 1918. 

In the event of a decision in favor of the taxpayer 
upon tin* above issue, there arises a subsidiary issue 
with respect to the right of the appellant to a rede¬ 
termination of its invested capital for the year 1920 on 

the basis of its corrected tax liabilitv for the vear 1919 

» * 

as determined in these proceedings. The appellant 
contends, and we understand that the respondent ad¬ 
mits, that if, as a result of these proceedings, the tax 
liability of the appellant for the year 1919 is determined 

in an amount less than the liabilitv as determined bv 

* • 

the respondent, the invested capital of the appellant 
for the year 1920 should be correspondingly increased 
and its income and profits tax recomputed upon the 
basis of the invested capital as so revised. The Board 
of Tax Appeals did not pass upon this issue in its deci¬ 
sion in view of its decision in favor of the respondent 
upon the first issue. (B. 22.) 
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III. ! 

I 

Statement of Facts. , 

The facts found by the Board of Tax Appeals, as set 

i 

forth in its findings of fact are substantially as follows: 
The appellant, American Felt Company, a Massachu¬ 
setts corporation organized for the purpose of manu¬ 
facturing and dealing in felt and woolen goods, had its 
principal office at Boston. Willett, Sears & Coriipany, 
a partnership, was in control of American Felt: Com¬ 
pany from some time prior to 1917 until July 31' 1918, 
when it disposed of its interest in the Felt Company. 
During this period, Willett was chief executive ;officcr 
of the Felt Company and Sears was the vice-president 
until earlv in 1918, and thereafter was treasurer until 
July, 1918. (R. 16.) j 

In April, 1917, Frank W. Knowlton and William A. 
Gaston, as representatives of the owners of 80% of 
the stock of Roxbury Carpet Company and of Saxon- 

i 

ville Mills, entered into an agreement to sell to the 

i 

partnership of Willett, Sears & Company the j stock 
owned by their principals and to procure for thej part¬ 
nership so far as possible the shares of other Stock¬ 
holders. The purchase price was fixed at $1250 a ihare, 
of which 25% was payable in cash and the remainder 
by notes of the partnership secured by deposit as col¬ 
lateral of all the stock transferred. The notes!were 
payable in three instalments, one due in ten months, 
the second due in fourteen months and the third in 
eighteen months after the date of transfer. Upon pay¬ 
ment of any of the notes the partnership was entitled 
to a release of the collateral to a limited extent.; (R. 
16, 17.) | 
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In pursuance of this agreement the partnership 
made the initial casli payment by its own cheeks pay¬ 
able to the several stockholders on April 25, 1917, the 
aggregate payment amounting to something over $400,- 
000, and at the same time the partnership executed 
promissory notes payable in ten, fourteen and eighteen 
months. The notes were payable at National Shaw- 
mut Bank and were deposited with the Bank for collec¬ 
tion and were secured by the deposit of the shares pur¬ 
chased. The name of the Felt Company did not appear 
on anv of the notes, and throughout the entire negotia- 
tions leading up to tin* sale the name of the Felt Com¬ 
pany was not mentioned to Knowlton (the representa¬ 
tive of the former stockholders), nor was it stated that 
the stock was purchased for the account of any one 
other than the partnership. (R. 17, 18.) 

In June, 1917, the partnership was indebted to 
American Felt Company for cash advances, rent and 
service charges in an amount in excess of $400,000, 
which was reflected bv a debit balance in its account on 
the books of the Felt Company. On June 30, 1917, at 
the direction of Sears, the bookkeeper of the Felt Com¬ 
pany opened a new account, entitled “Roxbury Carpet 
Saxonville Mills Purchase,” and debited that account 
to the amount of $400,000 and credited the account of 
the partnership to a similar amount. The entries were 
made as of April 25, 1917. (R. 18.) 

On February 25, 1918, the Felt Company drew a 
check payable to the order of the Bank in the amount 
of $408,890.63. This check was drawn at the direction 
of Sears and was signed by the properly authorized 
officers. The first group of notes given by the partner¬ 
ship had matured at that time and the noteholders re- 
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ceived payments amounting in the aggregate to! about 
$408,000. (R. 18.) ! 

On June 25,1918, the Felt Company drew three addi¬ 
tional checks, aggregating $26,789.07, payable to the 
Bank. The second group of notes given by the part¬ 
nership had matured at this time, but the noteholders 
received payment of only a comparatively small part 
of the amount due at that time, being an amount to 
reduce the notes to even figures and to settle in full 
with a few of the small noteholders. (R. 18, 19.); 

On or about July 31, 1918, the partnership had dis¬ 
posed of its interest in American Felt Company and 
had relinquished control. 

In December, 1918, there being an unpaid balance 
due on the second and third group of notes of over 
$800,000, the stock deposited as security was sold at 
public auction and purchased by a representative of a 
syndicate composed of all the noteholders for an 
amount in excess of $600,000, leaving an unpaid balance 
due from the partnership of over $170,000. The Sax- 
onville Mills stock had been exchanged in 1918 for an 
equal number of shares of Roxbury Carpet Company, 
so that the stock actually sold at public auctiofi con¬ 
sisted of 1290 shares of Roxbury Carpet Company. 
Subsequently, in pursuance of a voluntary composition 
made by the partnership with its creditors in March, 
1919, the noteholders were paid 15% of the unsatisfied 
portion due on their notes. (R. 19.) i 

In December, 1918, the “Roxbury Carpet Saxonville 
Mills Purchase 7 ’ account showed debits of somewhat 
more than $826,000, consisting of a debit entry of $400,- 
000 made as aforesaid as of April 25, 1917, and the 
additional debits of $426,000 made as aforesaid in 
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1918. At the end of 1918, Willett, Sears & Company 
having relinquished control of the company as afore¬ 
said, the then treasurer of American Felt Company 
sought advice of counsel on the question of its right 
to charge off certain items, among them the item of 
$826,000, and was advised that $400,000 of this item 
could properly be charged off as worthless at that 
time, but that the balance of $426,000 should be retained 
on the books. The bookkeeper was thereupon directed 
to charge off the item of $400,000 and to retain on the 
books the item of $426,000, and this he did. (K. 19.) 

As already stated, the Board found that Willett, 
Sears & Company made a voluntary composition with 


its creditors in the vear 1919. 

* 


The witness Taft testi¬ 


fied that in connection with this settlement Willett, 


Sears & Company received from American Felt Com¬ 
pany a general release of the firm’s liability to Ameri¬ 
can Felt Company. (R. 48.) Upon the basis of this 
testimonv the Board found that at the time of the settle¬ 


ment in 1919 the Felt Company delivered to the part¬ 
nership a general release of all liabilities for an undis¬ 
closed consideration. (R. 19.) 

In 1919 the American Felt Company was dependent 
for credit upon certain banks in Boston, including the 
National Shawmut Bank, and was vitally interested in 
retaining their good-will. It had theretofore acquired 
a special loan of $3,000,000, which was renewed in Feb¬ 
ruary, 1919, and it was heavily indebted to the Bank 
at the end of the vear. Counsel for American Felt 


Company caused to be prepared for the purpose of re¬ 
taining the good-will of the Bank a general release 
to the Bank which was executed by its treasurer and 
delivered to the Bank in 1919. This release was rati- 



fied. by the Felt Company on January 2,1920. The item 
of $426,000 was charged off at the end of 1919| The 
Felt Company claimed the amount of $400,000 as! a loss 
on its return for the year 1918 and the amount of 
$426,789.07 as a loss on its return for 1919. The re- 

i 

spondent held that both amounts constituted a loss sus¬ 
tained in 1918 and recognized a deduction for that 
year in the amount of $826,789.07. (R. 20.) 

The appellant does not allege that the facts included 

in the Board’s findings of fact are not in themselves 

supported by the evidence, but it does allege that the 

Board has erred in not including in its findings addi- 

tional facts established bv the evidence which it sub- 

* 

mits are essential to the correct decision of this case 
and which are hereinafter set forth as part 6f the 
specification of errors and argument. 

The appellant further alleges that the Board jin its 
opinion based upon its findings of fact erred in draw¬ 
ing certain inferences of fact from the facts found. The 
inferences so drawn are as follows: Upon the basis of 
its findings of fact, it, the Board, held in substance that 
it might properly infer the existence of an arrangement 
between the appellant and the partnership of Willett, 
Sears & Company under which the appellant had rights 
in the stock of Roxbury Carpet Company and Saxon- 
ville Mills and an obligation to pay for it, and that 
therefore the checks of American Felt Company pay¬ 
able to the Bank were not open to challenge, and that 
the Bank was never indebted to the appellant. (R. 
21.) The Board further held that there was no evi¬ 
dence of the inability of the partnership to pay any 
amount due from it; that, if the release of the partner¬ 
ship operated to release the Bank from any liability, 
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the appellant must be considered as having voluntarily 
relinquished its claim against the Bank; and that this 
did not constitute an ascertainment of worthlessness. 
The Board accordingly held that the sum of $426,789.07 
was not properly deductible from income in the year 
1919. (R. 22.) 

The appellant contends that the Board of Tax Ap¬ 
peals is in error in its inferences of fact drawn by it 
as above set forth and in its conclusions of law based 
thereon. 


IV. 

Specification of Errors Relied ox and Argument. 

A detailed statement of the errors relied upon by the 
appellant and the grounds upon which the appellant 
alleges error are as follows: 

(a) The Board erred in neglecting and refusing to 
find as a fact that article X of the by-laws of American 
Felt Company, the appellant, provided: 

‘'The corporation shall not issue notes, bonds 
or oilier evidences of indebtedness payable more 
than one year from the date thereof unless with 
the consent of the holders of two-thirds of the 
preferred stock then outstanding 

There was introduced by the respondent as a part 
of the evidence submitted to the Board the bv-laws of 
American Felt Company. (R. 42, 45.) It was not dis¬ 
puted that the by-laws as introduced were in fact the 
by-laws of the company or that they were in force dur¬ 
ing the years in question. In view of the fact that the 
purchase of the stock of Roxbury Carpet Company and 
Saxonville Mills involved the issue of notes payable 
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I 

i 

more than one year from the date thereof, the provi¬ 
sion above quoted is pertinent as tending to show that 
the purchase of shares of Roxbury Carpet Company 
and Saxonville Mills was not made either directly or 
indirectly by American Felt Company. ! 

i 

(b) The Board of Tax Appeals erred in neglecting 
and refusing to find as a fact that the records of the 
company were tendered to the respondent, but that no 
evidence was introduced by him of any corporate action 
by the directors, stockholders or executive committee, 
authorizing , approving or ratifying the purchase of 
stock of Roxbury Carpet Company and Saxonville 
Mills, or any participation by American Felt Company 
therein, or the use of its funds by the partnership of 
Willett, Sears <£ Company for this purpose. 

i 

At the trial of this case the appellant tendered its 
record books to the respondent so that the respondent 
was in a position to present as evidence the record of 
any action taken at any time by either the stockholders, 
the directors or the executive committee. (R. 42.) If, 
therefore, there had ever been any authorization, rati¬ 
fication or approval of any purchase by American Felt 
Company of stock of Roxbury Carpet Company and 
Saxonville Mills or of any direct or indirect participa¬ 
tion in such purchase by American Felt Company or of 
any authorization of the use of its funds by Willett, 

i 

Sears & Company for this purpose, the respondent had 
available for introduction before the Board the best 

i 

evidence to prove such authorization, ratification or 
approval. 


i 
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( c) The Board erred in neglecting and refusing to 
find that the partnership of Willett, Sears <& Company 
was hopelessly insolvent as early as December 31,191S. 

The appellant introduced in the trial of this ease the 
respondent's deficiency letter of March 13, 1925, from 
which the appellant appealed to the Board of Tax Ap¬ 
peals. (R. 33, 34.) This letter establishes that, al¬ 
though the appellant claimed as a loss in the year 1918 
only the $400,000 paid direct to Willett, Sears & Com¬ 
pany in the year 1917, as to which the National Shaw- 
mut Bank was not a party, the respondent also allowed 

as a deduction from income in the rear 1918 the sum 

% 

of $420,789.07 paid direct to National Shawmut Bank 
by check of the American Felt Company in payment of 
notes of Willett, Soars Company, this being the claim 
which the appellant contends was not established as 
worthless until the year 1919. This letter may prop¬ 
erly be regarded as an admission by the respondent 
that, in so far as the payments in question gave rise to 
a claim against Willett, Sears & Company, the claim 
was established to be worthless as early as December 
31, 1918, and this in turn must be regarded as an ad¬ 
mission that the partnership of Willett, Sears & Com¬ 
pany was insolvent at least as early as December 31, 

1918. Furthermore, it appears from the undisputed 
evidence of the witness Knowlton that the partnership 
of Willett, Sears & Company had made a composition 
with its creditors and paid a dividend of fifteen cents 
on the dollar, the dividend being payable in March, 

1919. (K. 38.) This is confirmed by testimony of Ed¬ 
ward A. Taft. (R. 48.) 
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(d) The Board erred in failing to find that j no por¬ 
tion of the shares of Roxbury Carpet and Saiponville 
Mills purchased by Willett, Scars <T Company \ivas de¬ 
livered to American Felt Company. 

The appellant established by the undisputed testi¬ 
mony of Mr. Frank W. Knowlton that the number of 
shares of Roxbury Carpet Company and Saxonville 
INI ills sold to Willett, Sears & Company in April, 1917, 
aggregated 1290 shares (R. 34), and that the number 
of shares sold in December, 1918, upon foreclosure of 
the collateral securing the notes of Willett, Sears & 
Company, was also 1290 shares (R. 38), and these 
facts were specifically found by the Board in }ts find¬ 
ings of fact. (R. 16, 19.) It is therefore apparent that 
no portion of the shares so purchased by Willett, Sears 
& Company was delivered to American Felt Cojnpany. 
The Board of Tax Appeals was requested to find this 

j 

fact (R. 24), but neglected and refused so to find, but, 
on the contrary, stated in the third paragraph of its 

j 

opinion (R. 21), as a possible inference from the testi¬ 
mony presented to it, that the partnership of Willett, 
Sears & Company may have received some of the stock 
in question and have turned it over to American Felt 
Company as consideration for the release of Willett, 
Sears & Company from its liabilities to American Felt 
Company, and this notwithstanding the Board fs defi¬ 
nite finding that 1290 shares constituted all the Ishares 
purchased by Willett, Sears & Company (R. 16), and 
that the stock actually sold at public auction upon the 
foreclosure of the collateral securing the notes of Wil- 
lett, Sears & Company consisted of 1290 shares. (R. 
19.) i 
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( e ) The specification of errors hereinbefore set forth 
has been based primarily upon the failure or refusal 
of the Board of Tax Appeals to find specific facts 
which the appellant contends are in each instance ade¬ 
quately established by undisputed testimony. The re¬ 
maining errors complained of by the appellant deal 
in each instance with the inferences of fact or con¬ 
clusions of law which the Board has drawn from the 
facts found bv it. Since these inferences and conclu- 
sions are more or less interrelated with each other and 
with the final conclusion of the Board disallowing the 
deduction of $426,789.07, it seems desirable to consider 
these errors under one general heading. 

These errors are in substance: 

1. That the Board has nee/1 acted and refused to find 
that American Felt Company was not a party to the 
purchase by Willett, Sears £ Company of shares of 
Roxbury Carpet Company and Saxonville Mills, and 
was therefore not obligated to pay any part of the notes 
of Willett, Sears £ Company; that the payment made 
by check of American Felt Company to National Shaic- 
mut Bank represented an appropriation of the corpora¬ 
tion's funds in payment of a partnership obligation and 
gave rise to a claim against National Shawmut Bank 
for the repayment of the amounts so received by it; 
that the claim or debt so created was ascertained to be 
worthless and charged off on the books of American 
Felt Company during the year 1919; and that the 
amount of this debt was a proper deduction in comput¬ 
ing the net income of the appellant for the year 1919. 

2. That the Board erroneously found that in the ab¬ 
sence of direct testimony it was entitled to infer that 


I 


I 

I 

I 



j 

i 


the appellant, American Felt Company, “had rights in 
the stock and an obligation to pay for it”; that there 
was no evidence that the claim, if any existed, ivas un¬ 
collectible as against the partnership of Willett, Sears 
& Company; that the release of the partnership, if it 
operated to release the Bank, teas a mere voluntary 
release, and not an ascertainment of worthlessness; 
and that the amount in question is not properly deduct¬ 
ible in computing the net income of the appellant for 
the calendar year 1919. j 


The appellant contends and the Board has found as 

i 

a fact that in April, 1917, the partnership of Willett, 
Sears & Company in its own name purchased certain 
shares of Roxbury Carpet Company and Saxonville 
Mills and paid therefor partly in cash and partly in its 
own notes due serially in ten months, fourteen months 

i 

and eighteen months (R. 16, 17); that the name of 
American Felt Company, the appellant, was never men¬ 
tioned throughout the negotiations leading up to the 
purchase; and that at no time was it stated that Willett, 
Sears & Company was acting other than for its own ac¬ 
count. (R. 18.) There was not the slightest evidence 
that the appellant ever acquired or had any right to 

j 

acquire any of the shares purchased or that it was in 
any way obligated with respect to the purchase of said 
shares. In short, the transaction was entered into by 
Willett, Sears & Company in its own name and , solely 

i 

for its own account. The Board took the position in its 
decision that, in the absence of any direct evidence, it 
was entitled to infer the existence of an agreement be¬ 
tween American Felt Company and the partnership of 
Willett, Sears & Company by which American Felt 

i 

Company “had rights in the stock and an obligation 


j 

i 

i 
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to pay for it.” For justification of this position it 
states that, “where the detailed facts are available to 
the petitioner, he has no right to rely upon an infer¬ 
ence.” (K. 21.) 

The appellant submits that, while it was fairly en¬ 
titled to rely upon the Board’s drawing reasonable in¬ 
ferences from the facts proved, it did not, with respect 
to this question, rely on inference in any way. The 
appellant clearly established by direct evidence a writ¬ 
ten contract between the holders of shares of Roxburv 
Carpet Company and Saxonville Mills on the one hand 
and Willett, Sears & Company on the other for the sale 
of the shares in question, to which contract the appel¬ 
lant was not,a party. The written instruments evidenc¬ 
ing the contract were themselves before the Board. 
(R. 34, 35, 36.) It further submitted evidence of the 
execution by Willett, Sears & Company of the pur¬ 
chase-money obligations as required under the con¬ 
tract executed by the partnership, and it established 
that the appellant was not in any way a party to these 
notes. (R. 36.) And it produced as a witness the rep¬ 
resentative of the former owners of the stock of Rox- 


bury Carpet Company and Saxonville Mills, who not 
only negotiated the contract of sale, but who himself 
prepared and witnessed the execution of the purchase 
money notes, given by Willett, Sears & Company (R. 
39), and by his uncontroverted testimony established 
that the negotiations for the stock were solelv with 
Willett, Sears & Company, and that not only was the 
appellant not a party to the transaction, but that it was 
never suggested either by Willett, Sears & Company 
or by anybody else that Willett, Sears Company was 
purchasing other than for its own account. (R. 38.) 
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i 

i 

i 

| 

i 

i 
i 

All this was not inference, but direct testimony. And 
having’ set forth in all its details and bv uncontrbverted 
testimony the nature of the transaction which gave rise 
to the notes of Willett, Sears & Company, for the pay¬ 
ment of a portion of which the appellant’s funds were 
later used, the appellant submits that it had established 
by a complete disclosure of the facts that the notes con¬ 
stituted obligations of Willett, Sears & Company, and 
not obligations of the appellant. In view of the testi¬ 
mony submitted to it, the suggestion of the Board that 
there may have existed an agreement between the part¬ 
nership and the appellant by which the appellant as¬ 
sumed some obligation to pay for the shares purchased 
by the partnership seems to be rather a flight;of the 
imagination than any inference fairly to be drawn from 
any evidence upon the record. And indeed, if aiiy such 
agreement had existed, is it conceivable that the re¬ 
spondent would have failed to bring forth some evi¬ 
dence of its existence? 

The Board of Tax Appeals further states as its con¬ 
clusion from the evidence presented to it that it is 
manifest from the conduct of the partnership and! of the 
appellant that “the transaction was one inuringjto the 
petitioner.” (K. 21.) As to the partnership, it is a 
little difficult to see how its conduct is material !in de¬ 
termining the legal liability of the appellant, j Even 
if we assume that the purchase of the stock of! Box- 
bury Carpet Company and Saxonville Mills by th<J part¬ 
nership of Willett, Sears & Company was intended by 
the partnership to inure in some way to the benefit of 
the Felt Company, that intention did not create any lia¬ 
bility on the part of the appellant. If the appellant was 
liable as a party to the purchase, it must have beep as a 


i 


i 
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result of its; own action, and not as a result of any ac¬ 
tions or intentions of the partnership. In speaking of 
the conduct of the partnership and of the appellant, the 
Board does not specify what conduct of the appellant it 
has reference to. It therefore becomes necessary to con- 
sider the evidence before the Board to determine what 
action is the basis for the inference drawn by the 
Board. It is not necessary in this court to point out 
that the appellant, a corporation, could act only by 
action properly adopted at a meeting of the stockhold¬ 
ers or a meeting of the directors or of the executive 
committee, or by action by its officers within the scope 
of their authority. There is no evidence in the record 
of anv action by the stockholders or bv the board of 

•> * i 

directors or bv the executive committee. Such action 

* 

cannot be presumed. If there be any inference which 
it is proper for the Board to draw, it is that, since the 
respondent, having the records of the corporation be¬ 
fore him, failed to introduce any evidence of any such 
action, no such action was ever taken. The appellant 
contends that this is the fact. The conduct of the ap¬ 
pellant to which the Board refers must then be the con¬ 
duct or action of its officers, and presumably the Board 
refers to the action of its vice-president, Sears. As 
found by the Board, Sears caused the chief clerk of the 
appellant to set up on its books a new account, entitled 
“Roxbury Carpet Saxonville Mills Purchase,” and to 
charge to that account and to credit to Willett, Sears & 
Company the sum of $400,000, and subsequently Sears 
caused checks of American Felt Company to the extent 
of $426,789.07 to be drawn, payable to National Sliaw- 
mut Bank, in payment of the obligations of the partner¬ 
ship of Willett, Sears & Company upon the notes given 
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in part payment of the stock of Roxbury Carpet Com¬ 
pany and Saxonville Mills. (R. 18.) 

Since the withdrawal bv Sears of funds of the com- 
pany was for the purpose of paying notes which were 
admittedly the legal obligations of the partnership of 
which he was a member, it seems clear, as the court 
savs under similar circumstances in Johnson Co. v. 
Longley Luncheon Co., 207 Mass. 52, that— 

“the transaction which ... is represented to 
have taken place is an appropriation of the cor¬ 
poration’s money for the payment of the individu¬ 
al's debts and is bad unless shown to have been 
good. ’ ’ ! 

Even if we assume that the proper inference is not 
as stated in Johnson Co. v. Longley Luncheon Co., su¬ 
pra. and that it is proper for the Board to infer, as 
apparently it has, that Sears, acting as an officer of 
and in behalf of the appellant, intended to substitute 
the appellant in whole or in part for the partnership 
of Willett, Sears & Company as the purchaser of the 
stock of Roxbury Carpet Company, then the Action 
which the Board infers that Sears intended wai out¬ 
side of the scope of his authority as an officer of the 
companv. It is fundamental that, in the absence of 

. , * . ’ .i 

specific authority from the stockholders or directors, 
the officers of a corporation are only authorized to con¬ 
duct its ordinary business transactions, and are not 
entitled to commit it to the conduct of a new and dif- 

i 

ferent business by the purchase of all or a major 1 part 
of the stock of another company. 

i 

See Horowitz v. S. Slater & Sons, Inc., 265 Mass. 

143 . 


18 


Sears v. Corr Manufacturing Co., 242 Mass. 
395. 

Rolen v. Rye gate Company, 100 Atl. 768. 

And in the present instance, not only was Sears lack¬ 
ing in authority to act for the company, as the Board 
apparently assumes that he did, but the company itself 
would have been without authority to make the pur¬ 
chase which the Board assumes to have been made. 
The charter of the company sets forth that it is or¬ 
ganized for the purpose of— 

“Manufacturing, producing, adapting, prepar¬ 
ing, buying, selling and dealing in felt and felt 
and woolen goods and piano and organ supplies 
and other articles made in whole or in part of felt, 
woolen or other substances, and all machinery, 
materials, apparatus, appliances or articles re¬ 
quired or used for, in connection with or incidental 
to the manufacture, use, purchase, sale, prepara¬ 
tion, working or adaption of said goods, supplies 
or other articles.” (K. 20.) 

The purposes of the company contain no authority for 
it to acquire or hold stock in other corporations. It is 
well established that in the absence of express author¬ 
ity a corporation has no right to acquire or hold stock 
in another corporation (except possibly small amounts 
of stock acquired as a necessary incident to its ordinary 
business operations), and certainly would have no right 
to acquire and hold the entire capital stock of a corpora¬ 
tion engaged in a different line of business. See— 

People v. Pullman Car Co., 175 Ill. 125. 

Marble Co. v. Harvey, 92 Tenn. 115. 

New Orleans S.S. Co. v. Dry Dock Co., 28 
La. Ann. 173. 
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I 

i 


i 

i 


Converse v. Emerson, Talcott <& Co., £42 Ill. 

619. | 

Converse v. Gardner Governor Co., 174 Fed. 

30. ! 

State v. Atlantic City R.R. Co., 77 N.J. L. 
465. 

I 

Sumner v. Marcy, 23 Fed. Cas. 384. j 

i 

Byrne v. Schuyler Electric Mfg. Co., 65 
Conn. 336. 


In People v. Pullman Car Co., supra, the court,'speak¬ 
ing of the right of the defendant company to hold stock 
in another corporation, says: 




The right and power of a corporation to be¬ 
come a stockholder in another corporation was 
presented to this court for determination |in the 
case of People v. Chicago Gas Trust Co., 1,30 111. 
268, and the conclusion arrived at was that'a cor¬ 
poration cannot become a stockholder in another 
corporation unless power to do so is specifically 
granted in its charter or necessarily implied from 
it. The conclusion there announced is the prevail¬ 
ing doctrine in America and we see no reason to 
depart from it. Such power is not specifically 
granted to the appellee corporation and there is 
no room for the contention that it is possessed as 
an implied power.” 


So also in Marble Co. v. Harvey, supra, the cofirt, in 
considering the right of the plaintiff corporation to 
acquire stock in another corporation, says: 

“There is no pretense that it had any express 
power to purchase shares in another company and 
it is too clear to need argument or further citation 
of authority that it had no implied authority to 
purchase and hold shares either in its own .name 
or in that of a trustee for the purpose of control¬ 
ling another corporation. That these corporations 


i 


i 

i 

j 

! 
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were engaged in a similar business does not help 
the case.” 

The following language of the court in Byrne v. Schuy¬ 
ler Electric Mfy. Co., supra, is also of interest: 

4 4 It niav be stated as a general rule we think— 
subject possibly to some exceptions—that a cor¬ 
poration may not become a stockholder in another 
corporation for the purpose of holding the stock 
permanently unless expressly authorized so to 
do.” 

The exceptions which the court has in mind are ap¬ 
parently the purchase and sale of small amounts of 
stock in the regular course of the business of the cor¬ 
poration. 

But even apart from the question of ultra vires , still 
another difficultv stood in the wav of any valid action 
by the officers of American Felt Company looking to 
the acquisition of the stock of Roxbury Carpet Com¬ 
pany and Saxonville Mills. The preferred stock provi¬ 
sions of the company as incorporated in article X of 
the by-laws of the company provided that— 

“The corporation shall not issue notes, bonds or 
other evidences of indebtedness payable more than 
one vear from the date hereof unless with the con- 
sent of the holders of two-thirds of the preferred 
stock then outstanding.” (R. 45.) 

The agreement negotiated by Willett, Sears & Com¬ 
pany for the purchase of stock of Roxbury Carpet Com¬ 
pany and Saxonville Mills required that payment be 
made partly in cash and partly in notes payable in ten 
months, fourteen months and eighteen months. (R. 17, 
35.) Since half the entire purchase price was repre¬ 
sented by notes maturing more than a year from the 
date thereof, American Felt Company clearly could not 
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have been a party to the purchase in question without 
the affirmative action of two-thirds of its preferred 
stockholders. As already pointed out, there is no rec¬ 
ord of any such action. 1 

Furthermore, it should be borne in mind thht as a 
matter of law American Felt Company could not have 
been directlv obligated on the notes given bv Willett, 
Sears & Company to the owners of the stock of Roxbury 
Carpet Company and Saxonville Mills, for it is; firmly 
established that an alleged undisclosed principal is 
not liable on a promissory note on which he dbes not 
appear as maker or endorser. 

j 

Section 18 of Negotiable Instruments Law. 
Bolan v. W rather, 239 S.W. 279. 

Baird v. Publishers Nat. Service Bureau, 
199 N.W. 757. | 

Logan v. Parson, 79 Ore. 381; 155 Pac. 365. 
Bonner v. White cotton, 201 Mo. App. 443; 

212 S.W. 378. j 

Lipman v. Manger, 185 Wis. 63. 


Section 18 of the Negotiable Instruments Law pro¬ 
vides as follows: 


“No person is liable on the instrument'whose 
signature does not appear thereon except as here¬ 
in otherwise expressly provided.” 


The exceptions referred to have no reference to an 
alleged undisclosed principal. As stated in Bolan v. 
W rather, supra: 


“This is a restatement of an established prin¬ 
ciple of commercial law. ... in reference ;to ne¬ 
gotiable instruments it is well settled that no one 
can be charged thereon unless his name appears as 
a party to the paper in some relation.’’ 


! 

i 
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The record contains no other evidence of any action 
or conduct by the appellant or its officers indicating that 
it was a party to the purchase. The record does con¬ 
tain testimony that Willett, Sears & Company owned 
and was running fourteen to sixteen separate corpora¬ 
tions (R. 39). If any inference was to be drawn, the 
Board certainly might properly have inferred from 
this testimony that the acquisition by the partnership 
of all the shares of Roxbury Carpet Company and Sax- 
onville Mills was in pursuance of the partnership’s 
established practice of owning and operating separate 
corporations. 

The appellant therefore submits that the Board of 
Tax Appeals should have found, not only that no action 
had been taken by the taxpayer on the basis of which 
anv inference could be drawn that it had obligated it- 
self in any way as a party to the purchase by Willett, 
Sears & Company of stock of Roxbury Carpet Company 
and Saxonville Mills, but that the evidence establishes 
that the appellant could not as a matter of law under 
the provisions of its charter have made the purchase in 
question. It follows that the use of the funds of the ap¬ 
pellant to pay the notes given by the partnership consti¬ 
tuted an unauthorized and hence a wrongful use. This 
wrongful use of course gave rise to a claim against Wil¬ 
lett, Sears & Company for the amounts so paid, but 
since the transaction was in such form as to give the 
Bank notice of the apparent use of the funds of the 
appellant, a corporation, in payment of the obligations 
of the partnership, it follows as a matter of well-settled 
law that the National Shawmut Bank also became liable 
to repay tin* amounts received by it. 

The appellant's claim is not, as stated by the Board, 
“that the Bank was liable to the petitioner for having 
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i 

i 
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improperly recognized the checks and paid on them’’ 
(R. 21), but, as clearly set forth in the testimony of the 
witness Taft, upon whose advice the appellant had 
acted, the claim was that the Bank was liable! to the 
appellant for having improperly received a check of 
the corporation in payment of an obligation !of the 
partnership. (R. 46, 47.) In other words, the Bank 
was liable to the appellant as payee of the checks in 
question, and not as drawee. The position of the ap¬ 
pellant that the transaction in question gave rise to a 
claim against the Bank is amply supported by author¬ 
ity. The cases upon which the appellant relied! at the 
time that the claim was originallv advanced (see testi- 
mony of witness Taft, R. 47) were— j 

j 

Johnson Co. v. Lon gleg Luncheon Co., 207 

Mass. 52. 

i 

Lanning v. Trust Co. of America, 137 App. 

Div. 722. j 

Rochester Co. v. Parlour, 164 X.Y. 281. 

Ward v. City Trust Co., 192 X.Y. 611 

McCullam v. Buckingham Hotel Co., 198 Mo. 

App. 107. 

Leigh v. American Brake Beam Co., 205 

111. 147. 


A flood of other authorities could be cited in support 
of this principle, but we believe that a mere reading of 
the cases which were relied upon at the time will suf¬ 
ficiently establish the soundness of the appellantfs con¬ 
clusion, reached after consultation with counsel, that 
a reasonable basis existed on December 31, 1918, for 
asserting a claim against Xational Shawmut Bank aris¬ 
ing out of the acceptance of tin* checks in question. 


i 

i 
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For example, in Lannmg v. Trust Co. of America , 
supra . the facts were that the president of the corpora¬ 
tion had procured a check of the corporation signed by 
its treasurer and payable to the order of the Trust 
Company. This check he used in payment of his per¬ 
sonal debt to the Trust Company. Subsequently the 
corporation went into receivership and the receiver 
now sues to recover the amount of the check. The court 
held that the Trust Company was liable upon the 
ground that the check showed on its face that the presi¬ 
dent of the corporation had no title to or interest in the 
monev, the court saving that it was immaterial that the 
check was not signed by the president, but by another 
officer of the corporation, since the payee was put upon 
notice simply by the fact that the check of the corpora¬ 
tion was used to pay a personal debt of the president. 
So also, in Ward v. City Trust Co., supra, where on 
similar facts the court said in part: 


“The form of the check in question was notice 
to the trust company that [the president] was 
using the property of the corporation, of which lie 
was president, to pay a private debt of himself 
and [the treasurer] in apparent violation of its 
rights . . . The effect of such notice would put the 
trust company upon inquiry to see whether it was 
allowed to accept money from one to whom it did 
not belong in payment of its own claim. The pre¬ 
sumption arising from the face of the check was 
that it belonged to the . . . corporation and that 
its president had no right to use it to pay his per¬ 
sonal debt.” 


Note also the language of the court in McCuUam v. 
Buckingham Hotel Co., supra, as follows: 


“The rule of decision has long prevailed in this 
State to the effect that one accepting a check of a 



25 


corporation, drawn by an officer thereof, .in pay¬ 
ment of his private obligations, takes thei risk of 
bein<? required to restore the proceeds thereof in 
an action for monov had and received in the event 
that corporate funds were thereby misappropri¬ 
ated.’ ’ ! 


In view of the existence of this valid claim against 
National Shawmut Bank, not only was the appellant 
justified in not writing off its books this claim oif $426,- 
789.07 on December 31, 1918, but if it had at that time 
written this amount off as worthless and claimed it as 
a deduction on its 1918 tax return, the Commissioner 
should properly have disallowed the item as a! deduc¬ 
tion. The appellant therefore claims that this item had 
not been ascertained to be worthless prior to January 
1, 1919, and was properly carried on its books <bn that 
date. 

The appellant’s argument up to this point Inis been 
directed primarily to establishing that the Board 
should have found that there had been an improper 
payment of funds of the company by its checkis pay¬ 
able to National Shawmut Bank in discharge of obliga¬ 
tions of Willett, Sears & Company, and that therefore 
there existed on January 1, 1919, a claim against the 
Bank for $426,789.07, the amount of the checks in ques¬ 
tion, and that the amount of this claim was therefore 
properly retained on the books of account of the ap¬ 
pellant on December 31, 1918. It remains for the ap¬ 
pellant to establish that the Board should have found 
that the claim against the Bank became worthless dur¬ 
ing the year 1919, and was therefore properly deducted 
in computing the net income of the appellant for that 
year. 


I 

i 




26 


The appellant bases its assertion that the claim 
against the; Bank became worthless during 1919 pri¬ 
marily on the fact that the release given by the appel¬ 
lant to Willett, Sears & Company for consideration in 
March, 1919, operated as a matter of law to release 
the Bank, on the principle that a general release given 
to one of several against whom the same claim is as¬ 
serted operates to release all. Secondarily, the appel¬ 
lant relied on the confirmatorv release ad veil to the 
Bank in December, 1919, although, in view of the effect 
of the prior release given to Willett, Sears & Company, 
the confirmatory release to the Bank is probably, as a 
matter of law, of little importance. 

Since the apparent worthlessness of the claim of the 
appellant, in so far as it was a claim merely against 
Willett, Sears & Company, had been conceded by the 
respondent in his deficiency letter of March 13, 1925 
(see section IV (r) of this brief), and was not appar¬ 
ent! v an issue in this case, no testimonv was introduced 
to explain how the partnership was able to make pay¬ 
ments in March, 1919, to a creditor whose claim was 
considered wholly worthless in December, 1918, counsel 
merelv suggesting for the information of the Board 
that certain assets which had been regarded as of little 
value in December, 1918, and which in addition were 
subject to an attachment made by other creditors, were 
released from this attachment and disposed of in 
March, 1919, for an amount greatlv in excess of anv 
value placed on them in the preceding December. The 
proceeds so received enabled the assignees of Willett, 
Sears & Company to make a settlement with its credi¬ 
tors, including the settlement with the appellant for 
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which the appellant executed the general release to the 
partnership. 

It is not apparent from the record whether the ap- 

i 

pellant appreciated at the time that in giving a gen¬ 
eral release to Willett, Sears & Company it was, as a 
matter of law, also releasing its claim against National 
Shawmut Bank (and, of course, also against any other 
persons against whom it might conceivably be sug¬ 
gested that the appellant had any claim based on these 
transactions). But such was clearly the effect; of the 
release so given. See— ! 

i 

Boston Supply Co. v. Rubin, 214 Ma$s. 217. 

Stone v. Dickinson, 5 Allen, 29. 

Leddy v. Barney, 139 Mass. 394. ; 

Hale v. Spaidding, 145 Mass. 482. 

Cormier v. Worcester Consolidated St. By. 
Co., 234 Mass. 193. j 

Muse v. Devito, 243 Mass. 384. 

Galveston dec. Ricy. Co. v. Walker, 1G3 S.W. 
1038. j 

Wilson v. Reed, 3 Johns. 175. ; 

See also Williston on Contracts, sections 333, 334, 
338 (a), (b), and cases cited thereunder. 

The case of Boston Supply Co. v. Rubin, supra, is an 
interesting application of this doctrine in a case! some¬ 
what analogous to that now at issue. The plaijntiff’s 
saleswoman X was employed to solicit sales of jewelry 
under conditional-sales agreements. She obtained de¬ 
livery of certain jewelry from the plaintiff under a fic¬ 
titious conditional-sales agreement and pawned the 
jewelry so obtained with the defendant. X thereafter 
made a settlement with the plaintiff and received h gen- 
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era! release of all claims. Held, that this release barred 
any action against the defendant, who had received the 
jewelry misappropriated by X. 

In view of the effect of the release given for con¬ 
sideration to Willett, Sears & Company, it is probably 
superfluous to refer to the confirmatory release given 
to National Shawmut Bank in December, 1919, except 
to point out the circumstances under which that re¬ 
lease was given. As found by the Board, the appellant 
was heavily indebted to a group of banks, including 
National Shawmut Bank, during and at the end of the 
year 1919, and it was vital to the appellant to retain 
the good-will of the Bank. (B. 20.) The appellant, 
realizing that by its release of Willett, Sears & Com¬ 
pany it had already, as a matter of law, lost its claim 
against the Bank, and realizing the necessity of retain¬ 
ing the Bank’s good-will, accordingly executed a gen¬ 
eral release to the Bank in December, 1919. 

The Board states in its opinion that, if the release 
of Willett, Sears & Company operated as a release of 
the Bank, this constituted a voluntary relinquishment 
of the appellant’s claim against the Bank, and not an 
ascertainment of worthlessness. (R. 22.) The appel¬ 
lant submits that in so stating the Board has not taken 
into account the fact that the release given to Willett, 
Sears & Company was given for consideration and as 
a part of a general settlement made at that time by the 
assignees of the partnership with all of its creditors. 
(R. 38, 48.) It was not a mere voluntary release. The 
respondent has not questioned the adequacy of the 
consideration given for the release, and it may fairly 
be presumed that the officers of the appellant used rea¬ 
sonable business judgment in the settlement of their 
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claim against Willett, Sears & Company; nor has any 
question been raised that the amount recovered by the 
appellant under its compromise was not properly ac¬ 
counted for. The transaction did not amount, there¬ 
fore, to a voluntary abandonment of a valid claim, but 

i 

was rather a compromise adjustment with the prin¬ 
cipal debtor. The result of this compromise was the 
extinguishment of a secondary claim against the Bank, 
which thereupon became worthless. i 

i 

The appellant asserts that since, as a matter of law, 
the National Shawmut Bank was indebted to it in the 
amount of $426,789.07 on January 1,1919, and since its 
claim against the Bank was ascertained to be worthless 
and was charged off on its books within the taxable vear 
1919 (R. 20), the amount of the debt is properly deduct¬ 
ible in computing net income in 1919 under the provi¬ 
sions of section 234 (a) (5) of the Revenue Act of; 1918, 
which provides: ! 

j 

‘ 4 Section 234 (a) that in computing the net in¬ 
come of a corporation subject to the tax imposed 
by Section 230 there shall be allowed as deduc¬ 
tions 


“(5) debts ascertained to be worthless; and 
charged off within the taxable year.” 


i 

! 

i 

i 


i 


i 

i 

i 

i 
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In the Court of Appeals of the District of 

Columbia 
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No. 5303 

j 

American Felt Company, appellant | 

v. | 

David Burnet, Commissioner of Internal 

l 

Revenue, appellee 


APPEAL FROM THE BOARD OF TAX APPEALS ! 


BRIEF FOR APPELLEE 


PREVIOUS OPINION | 

i 

The only previous opinion in the present case is 
that of the United States Board of Tax Appeals 
(R. 15-22), which is reported in 18 B. T. A. 504. 

i 

JURISDICTION 

The petition for review involves income and 
profits taxes for the years 1919 and 1920 in the 
amounts of $105,093.12 and $70,246.48, respectively, 
and is taken from the decision of the United States 
Board of Tax Appeals entered on December 13, 


j 

i 


2 


1929. (R. 22.) By stipulation of venue (R. 32) 

this case is brought to this Court by petition for 
review filed May 26, 1930 (R. 26-31), pursuant to 
Sections 1001, 1002, and 1003 of the Revenue Act 
of 1926, e. 27,44 Stat. 9,109,110. 

QUESTION PRESENTED 

Is the appellant entitled to deduct from income 
in its income and profits tax return for the year 
1919 the sum of $426,789.07 either as a loss or a bad 
debt? 

STATUTE INVOLVED 

Revenue Act of 1918, c. 18, 40 Stat. 1057: 

Sec. 234. (a) That in computing the net 
income of a corporation subject to the tax 
imposed by section 230 there shall be allowed 
as deductions: 

***** 

(4) Losses sustained during the taxable 
year and not compensated for by insurance 
or otherwise; 

(5) Debts ascertained to be worthless and 
charged off within the taxable year; * * *. 

STATEMENT OF FACTS 

The American Felt Company is a corporation or¬ 
ganized in the year 1911 under the laws of the State 
of Massachusetts for the purpose of manufacturing 
and dealing in felt and woolen goods. Its principal 
place of business is Boston. (R. 16.) 

Willett, Sears & Company, hereinafter referred 
to as the partnership, was a partnership which in 
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I 

i 

i 
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i 

some undisclosed manner controlled the Felt Com¬ 
pany from some time prior to 1917 until July 31, 
1918, when it disposed of its interest therein, j Wil¬ 
lett was the chief executive officer of the Felt Com¬ 
pany and Sears was vice president until early in 
1918 and thereafter was treasurer until July of that 
year. (R. 16.) 

Prior to April, 1917, Frank W. Knowlton and 
William A. Gaston, as representatives of the owners 
of 80 per cent of the stock of the Roxbury Carpet 
Company and the Saxonville Mills, had been en¬ 
gaged in negotiations looking toward the sale bf the 

i 

entire stock of those companies to the Partnership. 
The total outstanding stock of both companies con¬ 
sisted of 1,290 shares, of which approximately one- 
third were shares of the Roxbury Company! and 

i 

two-thirds were shares of the Saxonville Mills. 
Both corporations were operated as one business 
organization. These negotiations were embodied 
in a written offer by Knowlton and Gaston on April 
18,1917, to sell the stock, which was accepted bf the 
Partnership in a letter of April 23, 1917. (R. 

16-17.) 

! 

Knowlton and Gaston, in their written offer, pro¬ 
posed to sell 80 per cent of the stock which was 
owned by their principals, and to procure for the 
Partnership the remainder in so far as it was pos¬ 
sible to obtain it from the other stockholders. The 

i 

purchase price was fixed at $1,250 per share, 25 per 
cent of which was payable in cash upon the transfer 


i 




4 


of the stock certificates and the remainder was pay¬ 
able in notes of the Partnership, secured by deposit, 
as collateral, of all the stock transferred. The 
notes were to be issued in groups of three, as fol¬ 
lows: A note due ten months after the date of 
transfer for 25 per cent of the purchase price; a 
note due fourteen months after the date of the 

A . • 

1‘ *• . *vy . .. 

transfer for 25 per cent of the purchase price; and 
a note due eighteen months after the date of trans¬ 
fer for 25 per cent of the purchase price. The 
notes were to bear interest at 5 per cent per annum, 
payable semiannually, and the Partnership was 
given the right to anticipate j)ayments thereon, and, 
so far as there might be any substantial liquidation 
of the capital assets other than in the ordinary 
course of business, the proceeds of the liquidation 
could be applied in payment of the notes. Upon 
payment of any of the notes, the Partnership was 
entitled to a release of collateral in the proportion 
of $50 in value of collateral for each $100 of pay¬ 
ment. (R. 17.) 

The Partnership made the initial cash payment 
by issuing its own checks to the several stockhold¬ 
ers on April 25, 1917, in the aggregate amount of 
approximately $400,000, or a little more. The 
checks were drawn on the National Shawmut Bank, 
hereinafter referred to as the Bank. At the same 
time the Partnership executed 33 promissory notes 
in three groups, payable to the individual stock¬ 
holders in ten, fourteen, and eighteen months. The 
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i 

notes were payable at the Bank, and were deposited 
with the Bank for collection. The notes contained 

i 

a statement that the makers had deposited with the 
Bank a certain number of shares of the stock as 

i 

general collateral security, and a provision author¬ 
izing the Bank, upon nonperformance by the 

I 

makers, to sell the stock and apply the proceeds 
toward payment of the notes. Pursuant to the 

j 

terms of the notes the stock was deposited with the 
Bank as security, except that, in the case of three 

i 

holders of a small part of the stock, the stock was 
at their insistence deposited with them. (R. 17-18.) 

The name of the Pelt Company did not appear on 
any of the notes, and, throughout the entire; nego¬ 
tiations leading up to the sale, the name of the Felt 
Company was not mentioned to Knowlton, nor was 
it stated that the stock was purchased for the ac- 

i 

count of anyone other than the Partnership; (R. 

18.) I 

i 

In June, 1917, the Partnership was indebted to 
the Felt Company for stock transferred to it by the 
Felt Company, for cash advances and rent, and for 
service charges in an amount in excess of $400,000, 
which was reflected bv a debit balance in its account 
on the books of the Felt Company. On June 30, 
1917, at the direction of Sears, the bookkeeper of 
the Felt Company opened a new account entitled 
“Roxbury Carpet, Saxonville Mills Purchase,” and 
debited that account in the amount of $400,000 and 
credited the account of the Partnership with a 


! 

i 

i 
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similar amount. The entries were made as of April 
25,1917. (R. 18.) 

On February 25, 1918, the Felt Company drew 
a cheek against its funds in the Bank, payable to 
the order of the Bank, in the amount of $408,890.63. 
This check was drawn at the direction of Sears to 
the Bookkeeper, and was signed by the properly 
authorized officers. The first group of notes given 
by the Partnership had matured at that time, and 
the note holders received payments in that month 
aggregating about $408,000. (R. 18.) 

On June 25, 1918, the Felt Company drew three 
checks, payable to the Bank, in the aggregate 
amount of $26,7b9.07. One was drawn on the First 
National Bank of Boston for $12,000, one was 
drawn on the Old Colony Trust Company of Boston 
for $10,062.51, and one was drawn on the Webster 
and Atlas National Bank of Boston for $4,726.56. 
These checks were prepared by the bookkeeper of 
the Felt Company pursuant to instructions, and 
were signed by its properly authorized officers. 
The onlv reason for drawing the four checks here- 
inbefore mentioned on the four separate banks was 
to maintain, so far as possible, an even distribution 
of funds in each bank. The second group of notes 
given by the Partnership had matured at the time 
these checks were issued, and the noteholders re¬ 
ceived payments in June, 1918, of a comparatively 
small part of the amount due on the notes, which 
represented payments made to reduce the notes to 
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even figures and to settle in full with a few of the 
small minority noteholders. (R. 18-19.) 

In December. 1918, there was an unpaid balance 
due on the second and third group of notes of over 
$800,000, and the stock which was deposited as 
security was sold at public auction and purchased 
by a representative of a syndicate composed of all 
of the noteholders for an amount in excess of $600,- 
000. leaving an unpaid balance due from the Part¬ 
nership of about $170,000. In March. 1919., the 
Partnership entered into a voluntary composition 
agreement with its creditors, and. by virtue of the 
distribution made, the noteholders received 15 per 
cent of the unsatisfied portion remaining due on 
their notes. The Saxonviile Mills stock was inL1918 

i 

exchanged for an equal amount of stock of the JJox- 
bury Carpet Company, and the Saxonviile Mills 
was dissolved so that the stock actually sold at pub¬ 
lic auction consisted of .1,290 shares of the stock of 
the Roxbury Carpet Company. (R. 19.) 

On or about Juiv 81. 1918, the Partnership idis- 

« 7 1 x | 

posed of its interest in the Felt Company and re¬ 
linquished control. At the end of 1918 the 4 ‘Rox¬ 
bury Carpet, Saxonviile Mills Purchase' ? account 
showed debits of somewhat more than $826,000, con¬ 
sisting of the debit entry of $400,000 made a$ of 
April 25. 1917, and additional debits of $426M00 
made in 1918. (R. 19.) I 

At the end of 1918 the treasurer of the Felt Com¬ 
pany sought advice of counsel on the questioil of 
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its right to charge off certain items, among them the 
item of $826,000, and was advised that the item of 
$400,000 could properly be charged off as worthless 
at that time, but that the item of $426,000 should be 
retained on the books. The bookkeeper was there¬ 
upon directed to charge off the item of $400,000 and 
to retain on the books the item of $426,000. and this 
he did. (R. 19.) 

The Felt Company at the time of the settlement 
in 1919 delivered to the Partnership a general re¬ 


lease of all liabilities for an undisclosed considera¬ 


tion. In 1919 the Felt Company was dependent for 
credit upon certain banks in Boston, including the 
National Shawmut Bank, and was vitally interested 
in retaining their good will. It had theretofore 
acquired a special loan of $3,000,000. which was re¬ 
newed in Februarv, 1919, and it was heaviiv in- 
debted to the Bank at the end of that year. 
Counsel for the Felt Company caused to be pre¬ 
pared, for the purpose of retaining the good will 
of the Bank, a general release to the Bank, which 
was executed by its treasurer and delivered to the 
Bank in 1919. This release was ratified bv the Felt 
Company on January 2, 1920. The charge-off of 
the item of $426,000 was made at the end of 1919. 
The Felt Company claimed the amount of $400,000 
as a loss in its return for 1918 and claimed the 


amount of $426,789.07 as a loss in its return for 
1919. The respondent held that both amounts con¬ 
stituted a loss sustained during the year 1918 and 


i 
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i 


recognized a deduction for that year in the amount 
of $826,789.07. (R. 19-20.) ; 

The charter of the Felt Company shows that it 
was organized for the purpose of “ manufacturing, 
producing, adapting, preparing, buying, selling, 
and dealing in felt and felt and woolen goods and 
piano and organ supplies and other articles made 
in whole or in part of felt, woolen, or other! sub¬ 
stances, and all machinery, materials, apparatus, 
appliances, or articles required or used for, ifi con¬ 
nection with, or incidental to, the manufacture, use, 
purchase, sale, preparation, working, or adaption of 

i 

said goods, supplies, or other articles.” The bal¬ 
ance sheet filed with the return for 1919 indicates 
that the Felt Company owned a substantial aipount 
of stock in domestic corporations. (R. 20.) j 


SUMMARY OF ARGUMENT 

i 

i 

Appellant at first treated the transaction as a loss 
resulting from its purchase of the Roxbury Cdrpet 
stock. Tlie Commissioner allowed it as a loss. 'This 

i 

determination is presumptively correct, and the 
Board properly sustained it. Appellant can not 
meet tlie burden of proof by reliance upon infer¬ 
ences instead of facts. As a loss it was wholly sus¬ 
tained in 1918, and appellant’s attempt to deduct it 
as a worthless debt is a new theory to support its 
endeavor to deduct part of the loss in 1919. 

_ i 

Before appellant could be allowed the deduction 
as a bad debt, it was required to establish (1) that 

i 

i 


I 
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the claim was such, and (2) that it was ascertained 

to be worthless and charged off within the taxable 

year. In order to render a banker, who knows 

that a fund on deposit with him is a trust fund, 

liable for its misappropriation by the trustee, it is 

necessarv to show either that the banker received 
* 

the benefit of such misappropriation or that he 
knowingly assisted the trustee in appropriating the 
funds to the hitter's use. Where the trust fund is 
in another bank the payment of the checks drawn 
thereon exonerates the receiving bank unless it is 
shown that the latter applied the proceeds to the 
satisfaction of a debt owed to it bv the defaulting 
trustee. The burden of proving that a corporate 
transaction was unauthorized rests upon him who 
asserts the fact. The evidence shows that the pur¬ 
chase of the Koxburv and Saxonville stork was 

i 

authorized; but if it should be held that the evidence 
does not so show, then the failure' to make a finding 
is equivalent to a finding against the appellant on 
such matter. Even if the cheeks are drawn upon 
an account.of the corporation in the bank the lat¬ 
ter is not liable for a misappropriation of the funds 
by the corporation's officers unless it is shown that 
the bank received such funds and applied them to 
the payment of a debt which the officer owed to the 
bank. 

The doctrine of ultra vires as applied to private 
corporations should be confined to narrow limits. 
The presumption, nothing appearing to the con- 
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trary, is that the corporation in making the con¬ 
tract acted within its powers. The purchase was 
not in fact ultra vires the corporation under the 

i 

Massachusetts decisions. i 

i 

The releases given by appellant to both the! part- 

i 

nership and the bank do not constitute a determina¬ 
tion of worthlessness. The consideration was not 

i 

disclosed, nor was it shown that the releases; were 
given in the exercise of sound business judgment. 

The appellant's specifications of insufficiency of 
evidence to sustain the findings of the Board and 
its assignments of error in failing to make certain 
additional findings are without merit. ' 

ARGUMENT 


The facts support the conclusion that the transaction 
resulted in a loss in 1918, a prior year ' 


There is no question that a loss of $826,789.07 

i 

was sustained by the appellant by reason o'l: the 

Roxburv stock transaction. In fact, the Commis- 

| 

sioner allowed said sum as a deduction for the year 
1918. (R. 33.) The appellant, however, iis at¬ 

tempting to split the loss and shift the deduction 
of $126,789.07 of the above amount to the year 1919, 

I 

which attempt gives rise to the present controversy. 

The gist of the rather complicated and involved 
situation is that the appellant, through its agents, 
attempted to purchase 1,290 shares of the Roxburv 
Carpet Company. A down payment of $400,000 
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was made on April 25, 1917, and the balance was 
payable in installments, evidenced by promissory 
notes, with the stock deposited as collateral. A 
further sum of approximately $400,000 was paid 
on February 25, 1918, and $26,789.07 was paid on 
June 25,1918. On or about July, 1918, the control 
of the appellant passed into other hands and it 
elected to forfeit the payments already made 
rather than to pay up the balance due of approxi¬ 
mately $800,000. The stock of the Roxbury Carpet 
Company that had been deposited as collateral was 
sold at public auction in December, 1918, and 
passed into other hands. As a result the appellant 
lost the $S26,789.07 which it had paid on the stock, 
as the stock had passed under the hammer to other 
parties, all in the year 1918. In other words, it is 
undisputed that the appellant’s rights, equity, or 
interest in the Roxbury stock for which it paid 
$826,789.07 became worthless and extinct during 
the year 1918. 

In order to substantiate the claim that the said 
loss should be divided and a portion shifted to the 
year 1919, the appellant now asserts that the offi¬ 
cers of the appellant acted beyond the scope of 
their authority; that the purchase of the stock was 
unauthorized; that the stock was not purchased 
for the appellant; and that the bank which held 
the notes and stock should not have accepted the 
checks of the appellant and applied them on the 
notes for the stock, and that therefore in 1919 the 
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appellant had a valid claim against the bank for 
$426,789.07 in respect to which the bank was not 
released until the year 1919. These contentions 
are a departure from appellant’s first theory, be¬ 
cause deductions were claimed in its returns for 

i 

losses resulting from its own purchase of the 
stock. (R. 50-51.) ! 

Appellant now seeks to deduce from its interpre¬ 
tation of the facts that a portion of the lobs is a 

j 

bad debt ascertained to be worthless and so deducti¬ 
ble in 1919. We will point out that the structure 

i 

of facts sought by the appellant is based on unwar¬ 
ranted inferences, conjectures, and a strained and 
unreasonable interpretation of the evidence, and 
that the legal conclusions drawn by the appellant 
are erroneous. 

The Commissioner determined that the Roxbury 
Carpet stock was purchased by appellant; itself; 


that the transaction resulted in a loss wholly sus¬ 
tained in 1918; and that no part was deductible 
from 1919 income. (R. 34.) | 

At the outset the appellant is met by the Settled 

j 

rule that the determination of the Commissioner is 
presumptively correct and that the burden was 
upon the taxpayer to prove it to be erroneous. 
Neiman-M arcus Co, v. Lucas (App. D. C.), 41 F 
(2d) 300; Harritou v. Lucas (App. D. C.), 41 F. 
(2d) 429. Necessarily the Board had to give effect 
to the Commissioner’s determination until It was 

i 

made to appear that it w*as wrong. It is not suffi- 
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cient that it appear that in one view of the facts 
the Commissioner’s determination might be 
wrong; it must appear that in any view of the facts 
it tens wrong . The taxpayer must negative every 
state of facts under which the determination might 
be correct. If the facts will support the inferences 
made, the taxpayer may not prevail even where the 
same facts would equally support contrary infer¬ 
ences. The evidence being; within the taxoaver’s 
control, and the burden being upon it to establish 
the facts instead of leaving them to inference, an- 
pellant may not complain because the Board re¬ 
jected the inferences for which appellant contends. 
Cf. Biles Bement Pond Co, v. United States, 281 
U. S. *157. 361: Landesman-IHrschheimer Co. v. 
Commissioner (C. C. A. 6th), 44 F. (2d) 521; 
Brooks v. Commissioner (C. C. A. 4th). 35 F. (2d) 
173.179. 


Tiie Board having made the findings of fact, thev 

inav not be disturbed when there is anv substantial 

» « 

evidence to support them. Blair v. Curran, 24 F. 
(2d) 890 (C. C. A. 1st); Bedell v. Commissioner, 
30 F. (2d) 622, 625: Avert) v. Commissioner . 22 F. 
(2d) 6: Conlrfiu-Zonue-Loomis Co. v. Commis¬ 
sioner, 29 F. (2d) 698. 700: Twin City Tile 
]\larble Co. v. Commissioner, 32 F. (2d) 2‘h9. 


Section 234 (a) (4) of the Revenue Act of 1918 
clearly provides that the deductions allowed are 
for 'dosses sustained during the taxable year." It 
permits no option to deduct a loss other than in the 
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taxable year during which it was sustained. Losses 

I 

in respect to stock have been invariably held to be 
sustained in the taxable year during which they in 
fact became worthless. De Loss v. Commissioner 
(C. C. A. 2d), 28 F. (2d) 803, certiorari denied, 279 

i 

U. S. 840; Royal Packing Co. v. Commissioner 
(C. C. A. 9th), 22 F. (2d) 536; Leigh Carroll, 20 
B. T. A. 1029. . The mere expectancy or hope of 

recovery of investment through claim of irregulari¬ 
ties is insufficient to postpone the determination of 
the loss. United States v. White Dental Cp., 274 
U. S. 398; Murnmert Lumber & Tie Co., 16 B. T. A. 
1188; C., R. I. & P. Railway Co., 13 B. T. A. 988,. 
1024. j 

Although it is believed that the statute and the 
above authorities should effectually dispose of the 
claim of the appellant and is decisive of the issue, 
we will briefly consider the arguments advanced by 
the appellant. 

II | 

i 

j 

No liability ever existed on the part of the bank to the 

corporation 

Not only was the burden of proof upon appellant 
at the hearing before the Board to show that the; 
Commissioner had erroneously disallowed the de¬ 
duction for 1919, but before it was allowed appel¬ 
lant was required to establish (1) that its claim was 
a bad debt, and (2) that it was ascertained to be 
worthless and charged off within the taxable year. 

73986—31-3 
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| 

i 

| 

I 

I 

i 

i 
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Domlioff & Joyce Co . v. Commissioner (C. C. A. 
6th), decided June 11, 1931 (C. C. H. Federal Tax 
Service (1931), Vol. Ill, p. 8775). In order to 
establish appellant’s alleged claim against the 
bank, one of two things must be made to appear, 
namelv, either that the bank actually obtained the 
benefit of the transaction, or that, having notice of 
the conversion of trust funds, it assisted the de¬ 
faulting officers in appropriating the funds to their 
own use. Allen v. Puritan Trust Co ., 211 Mass. 
409, in which case the Supreme Judicial Court of 
Massachusetts stated the rule in the following 
concise language (p. 422) : 

The principle governing the defendant’s lia¬ 
bility is that a banker who knows that a fund 
on deposit with him is a trust fund can not 
appropriate that fund for his private bene¬ 
fit, or where charged with notice of the con¬ 
version join in assisting others to appro¬ 
priate it for their private benefit, without 
being liable to refund the money if the 
appropriation is a breach of the trust. 

It should in this connection be noted that in 
every one of the cases cited by the appellant in sup¬ 
port of the alleged liability of the bank (Br. 23), 
the latter was held liable on the sole ground that 
it had received the money to its own use, and had 
thus directly profited by the transaction. It is im¬ 
mediately apparent that these cases are not here in 
point, for the National Shawmut Bank received 
the proceeds of the checks only as agent of the ven- 
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i 

i 
j 

| 

dors of the stock, to whom it immediately paid the 
same; and it becomes necessary, therefore,ito in¬ 
quire whether in this case the bank knowingly 
assisted the officers of the appellant to appropriate 
its funds to their own use within the meaning of the 
rule stated, and so as to render it liable to .the 

i 

corporation therefor. 

A distinction is made by the courts in cases where 
the checks are draw r n upon another than the de¬ 
fendant bank and it is held that in such event the 

i 

bank upon which the checks are drawn is, as to the 
payee of the cheeks, the agent of the corporation 
that its honoring and paying the checks is a certifi¬ 
cate by the corporation that the checks are properly 
drawn in payment of a just obligation of the cor¬ 
poration, and that this exonerates the receiving 
bank from all liability in the absence of a showing 
that the bank actually received the money ! to its 
own use in payment of an obligation owing by the 
defaulting officer to it. We shall, therefore, con¬ 
sider, first, the position of the National Shawmut 

i 

Bank with reference to the three checks, aggregat¬ 
ing the said sum of $26,789.07, which were drawn 
upon other banks. 

The principal case cited by appellant in support 

_ i 

of its position is the leading case of Ward v. City 
Trust Co ., 192 N. Y. 61. This case has been distin¬ 
guished both in New York and Massachusetts upon 
that very proposition. There the bank, in making 
a loan to the corporation, issued a cashier’s;check 


i 

i 
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to the corporation’s officer. The latter indorsed 
the check in his official capacity and returned it to 
the bank in payment of his individual loan. Under 
such circumstances the bank was, of course, re¬ 
quired to return the money. In the later case of 
Havana C. R. R. Co. v. Knickerbocker T. Co., 198 
N. Y. 422, the Court of Appeals of New York, dif¬ 
ferentiated the Ward case on the ground that in the 
Havana case the Trust Company did not receive the 
proceeds of the corporation’s check, which was 
drawn upon another bank in favor of its officer, who 
merely deposited the proceeds to his personal ac¬ 
count in the defendant trust company, and then 
checked it out in payment of his own obligations. 
The court held that, in the absence of a showing 
that the Trust Company had received the proceeds 
in payment of a debt owed by the officer to it, the 
fact that the check was drawn to the order of the 
corporation’s officer and applied by him to his own 
use did not impart constructive notice of fraud. 
The court further stated that, though the check on 
its face called for some inquiry, this was satisfied 
by showing that the check bore the genuine signa¬ 
ture of the officer of the corporation authorized to 
draw its checks, and by the fact that the bank upon 
which it was drawn had cashed the same. 

In 1926 the Circuit Court of Appeals for the Sec¬ 
ond Circuit had before it the case of Cahan v. 
Empire Trust Co., 9 F. (2d) 713, in which it ap¬ 
peared that Cahan, Sr., had given his son a full 



19 


power of attorney, pursuant to which the latter had 
embezzled vast sums of money from his father's 
accounts by checks drawn thereon in his (the son’s) 
favor which had been deposited by the latter in the 
Empire Trust Company (another bank) to liis (the 
son’s) account. The Circuit Court of Appeals con¬ 
sidered that the case was ruled by the same prin- 

i 

ciples applicable to the Havana case, but differed 
with that case as to their application, and, in refus¬ 
ing to follow that case, held the Trust Coihpany 
liable. i 

• I 

On certiorari the Supreme Court of the United 
States ( Empire Trust Co. v. Cohan, 274 U. SJ 473) 
reversed the Circuit Court of Appeals because of 
the fact that the bank had received no part of the 
money. The Supreme Court in passing referred to 
the case of Corporal ion Agencies, Ltd., v. Home 
Bank of Canada [1927], A. C. 318, which is the 
Canadian companion case to that then under 1 con- 
sideration by the court, involving similar abstrac¬ 
tions by Cahan, Jr., from corporations in Canada, 
which his father controlled, and of which the son 

i 

was an officer and director with power to draw 
checks. The House of Lords held that the character 

j 

of these checks, and their deposit in the defendant 
corporation to the son's account, imposed no lia¬ 
bility upon the defendant in the absence of a show¬ 
ing that the bank had received the money. 

The Havana case was followed in Massachusetts 
in the case of Allen v. Puritan Trust Company, 


l 

i 
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supra, and in the case of Kendall v. Fidelity Trust 
Co., 230 Mass. 238, and in turn the Court of Appeals 
of the State of New York, in the case of Whiting v. 
Hudson Trust Co., 234 N. Y. 394, cites the Allen 
case. In the Whiting case the Court of Appeals of 
New York said (p. 402) : 

A different question would be here if the 
trust company had received the check for its 
own use, as, for example, in payment of a 
debt * * *. 

It is not only difficult to escape the conclusion 
that appellant’s position with respect to the three 
checks drawn upon other banks is without merit, 
but, as the Supreme Judicial Court of Massachu¬ 
setts decided the Allen case in March, 1912, and the 
Kendall case in May, 1918, it is apparent that 
under the then existing Massachusetts decisions 
there was i no justification whatever for claiming 
that in the year 1919 the corporation had a cause 
of action against the bank in so far as the checks 
representing the last payment were concerned. 

Turning to the matter of the check for $408,- 
890.63, which was drawn by the corporation upon 
the National Shawmut Bank on February 25,1918, 
and was cashed and applied by it to the payment 
of the second installment, it would seem that under 
the principles laid down by the Supreme Judicial 
Court of Massachusetts in the Allen case (p. 422) 
the bank can be held liable with respect thereto 
only if, “charged with notice of the conversion,” it 
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joins 4 ‘in assisting others to appropriate it for 
their private benefit. ” j 

This, of course, immediately raises the question 
as to whether there was any conversion of tlie cor- 

i 

poration’s funds at all; that is, whether the pur¬ 
chase was one made solely for the partnership ac¬ 
count, the funds of the corporation being wrong¬ 
fully appropriated for its “private benefit,” or 

i 

whether it was actually made for the use and bene¬ 
fit of the corporation. If the latter is true, that 
settles the question and disposes of the qlleged 
liability of the bank. I 

In this connection it should be first observed that 
there is, of course, nothing in appellant’s conten¬ 
tion that the burden of proof in the first instance 
rested upon the Commissioner to show that the 
purchase was authorized. Certainly the ; state¬ 
ment, made by counsel for the appellant at the 
time of the trial for the benefit of the record, that 
the books of the corporation were available for the 
Commissioner’s inspection did not have the; effect 
of shifting either the burden of proof or proceed¬ 
ing from the taxpayer to the Commissioner. In 

i 

fact, it is settled beyond the peradventure of a 
doubt that the burden of proof in such matters as 
this always rests upon the person who asserts that 
a given corporate transaction is unauthorized. 
Mining Co. v. Anglo-Californian Bank, 104 XL S. 
192, 196; Thompson on Corporations (2d. ed.;), sec. 
2120. But an examination of the record discloses 

i 

an absolute failure of proof on the appellant’s part 


I 

i 
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that the purchase of this stock was unauthorized. 

On the other hand, we have the decision of the 

Board which is predicated upon the proposition 

that the corporation and not the partnership pur- 

• 

chased the stock. The findings of the Board are 
that the corporation’s funds were used to make all 
of the payments that were made, and that such 
checks as were drawn by the corporation in this 
transaction were signed by its properly authorized 
officers. (R. IS.) And, in its opinion, the Board 
stated, among other things, that, as manifested by 
the conduct of the partnership and the corpora¬ 
tion, the transaction was one inuring to the benefit 
of the appellant. (R. 21.) 

The appellant, however, places great reliance— 
in fact, its sole reliance—upon the testimony of the 
witness Knowlton, one of the original owners and 


one of the vendors of the Roxbury stock. But this 
witness merelv testified that “Throughout the en- 
tire period covered by the transaction” he had 
“never heard it stated, either bv Willett Sears & 
Co. or by anybody else, that the purchase of Rox¬ 
bury Carpet Co. and Saxonville Mills was for the 
account of anyone other than Willett Sears & Co.” 
(R. 38.) Of course, this testimony has no proba¬ 
tive force whatsoever upon the point at issue. 

However, as contradicting any possible inference 
which might be drawn from this testimony, we have 
the written declaration of Willett Sears & Com¬ 


pany. embodied in the record as a part of appel¬ 
lant’s petition for review of the Commissioner’s de- 
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termination bv the Board, to the effect that the 
purchase was made by the partnership for the use 
and benefit of the corporation. (R. 6.) ^Vnd in 
the face of this no officer of the corporation or of 
the bank, or anyone else, who may have known the 
facts in the case, was called by the appellant, nor 
were any of appellant’s corporate records Offered 
in evidence by it to show that the purchase was not 
authorized or ratified. The natural presumption 
which flows from this lack of proof is that the pur¬ 
chase was authorized; and this would seem!to be¬ 
come irresistible when it is considered that, before 
obtaining Mr. Taft’s adviae on the legal phase of 
this purchase for tax purposes, the appellant had 
set the transaction up on its books as such, aijid that 

i 

in its Consolidated Balance Sheet, attached to its 

i 

1918 return, it referred to the investment jof the 
whole $826,789.07 as an *• Advance on purchase of 
Roxbury and Saxonville Mills.'* (IT 50.) i Fur- 

i 

ther than this, in its tax return for 1919. the appel¬ 
lant claimed the $426,789.07 deduction here ixii ques- 
lion as a loss and not as a bad debt, for it d|id not 
list the same in its Schedule A-17 of bad debts, but 
did list it as a Joss in its Schedule A-22 of losses, 
again referring to it there as ‘‘Payments on Pur¬ 
chase of Roxbury Carpet and Saxonville 2jlills.” 
(R. 51.) Moreover, the appellant specifically dis- 

i 

avows any intention of claiming that the findings 
of the Board as made are not sustained by the evi¬ 
dence (Br. 7); it insists merely that the jBoard 
erred in not making certain additional findings, 


i 

i 

! 

j 

i 
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namely, with reference to the matter in hand, that 
the appellant did not authorize or ratify the pur¬ 
chase, and that the partnership and not the corpo¬ 
ration purchased the stock, both matters being 
argued passim in the brief. 

But, if it is true, as the appellee contends, and 
as we believe has been amply demonstrated, that 
the evidence adduced by the appellant fails to 
justify such findings, then the Board’s alleged fail¬ 
ure to make a finding one way or the other with re¬ 
spect thereto is equivalent to a finding against the 
appellant as to such matters. Jerikins-Kreer dc Co., 
Inc., v. Commissioner (C. C. A. 7th), 50 F. (2d) 53. 

If anything further need be said here on this 
phase of the case, we invite the court’s attention to 
the case of Lincoln Oil Producing Co. v. Clark Nat. 
Bank (C. C. A. 6th), 35 F. (2d) 6, which is on all 
fours with the instant case as to the liability of 
the bank to a corporation because of the unauthor¬ 
ized payments of certain notes, some of which were 
drawn, as here, by others than the corporation. In 
that case some of the checks were drawn bv the cor- 
poration upon funds in the bank which held the 
notes for collection. After having disposed of the 
payments made of notes by checks drawn upon 
banks other than defendant bank, the court said 
(pp. 9-10) : 

Notes B, C, and D stand on a somewhat 
different footing. They were each for¬ 
warded by their respective holders to defend¬ 
ant bank for collection and were paid by 
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i 
i 

I 

j 
i 

check of McCombs, treasurer, out of the cor¬ 
poration funds on deposit in defendant bank. 
The fact that the notes were signed by 
McCombs as one of the makers would nat- 

j 

urally create suspicion, but the checks were 
regular in form. Defendant bank was not 
the agent or trustee of the corporation. Its 
relationship to the corporation was simply 
that of debtor and creditor. Phoenix Bank 
v. Risley, 111 U. S. 127,4 S. Ct. 322,28 L. Ed. 
375. It was bound to honor the checks; of the 
corporation when drawn in proper form as 
long as there were sufficient funds. Central 
National Bank of Baltimore v. Connecticut 
Mutual Life Ins . Co., 104 U. S. 54, 84;, 26 L. 
Ed. 63; Cunningham v. Merchants ’ National 

Bank. 4 F. (2d) 25, 29, 41 A. L. R. 529 (C. C. 
A. 1). The three transactions mav or mav 
not have been wrongful, but defendant bank 
was not justified in assuming that they were. 
Havana Central R. Co. v. Central Trust Co. 

(C. C. A.) 204 F. 546, 550, L. R. A. J915B, 
715; Goodwin, Admr., v. Bank, 48 Cohn. 551, 
568; Kendall v. Fidelity Trust Co., 230 Mass. 
238. 241, 119 N. E. 861; Helena v. First Na¬ 
tional Bank of Helena, 173 Ark. 200, 292 
S. W. 140. The defendant was not required 
to set up a supposed jus tertii as between the 
holders of these notes and the corporation or 
any relations between the corporation and 
minority stockholders, as an excuse for its 
failure to pay 255 (C. C.); Havana Central 
R. Co. v. Central Trust Co., supra; Morse on 
Banks & Banking (6th Ed.), Sec. 317; 
Duckett v. Mechanics' Bank, 86 Md. 400,405, 

i 

I 

i 
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38 A. 983.39 L. R. A. 84. 63 Ain. St. Rep. 513; 

Mass. B. d' Ins. Co. v. Standard T. & Sav. 

Bank, 334 III. 494 ? 166 N. E. 124.125. 

It will be noticed that both the Havana case 
(N. Y.) and the Kendall case (Mass.) are cited by 
the Circuit Court of Appeals in support of its 
decision. 

But it is further claimed that the purchase of 
this stock for its use was ultra circs the corpora¬ 
tion: 1 that the bank was put on notice of this fact; 
that therefore the receipt of the money bv it as 
agent for the vendors was unlawful; and that it 
was accordingly under legal obligation to return 
it. Tins premise, and the argument made thereon, 
are likewise without merit. 

The appellant contented itself with reading* or 
placing* into the record so much of the appellant’s 
charter as related to the objects for which the cor¬ 
poration was formed, namely, the ‘‘manufactur¬ 
ing * * * and dealing in felt and felt and 

woolen goods and piano and organ supplies and 

1 As will be seen from the Massachusetts decisions pres¬ 
ently cited under this point, the purchase of the Roxbury 
stock was so clearly within the powers of the corporation 
that it Iia> been considered unnecessary to rely upon the 
fact that the corporation was estopped from raising the 
question of ultra vires against the bank which had in good 
faith received and paid the money to the individuals for 
whom it had acted as agent, and for this reason, if for no 
other, is estopped from raising this question here. Cf. 
Eastern Building ct*c. Assn-, v. Williamson. 1S9 U. S. 122, 
129: Union Trust Co. v. Illinois Midland Co 117 U. S. 
434. 4b i. 




I 


I 
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other articles made in whole or in part of felt, 

i 

woolen or other substances, and all machinery, ma¬ 
terials * * * required or used for * ; * * 
such manufacture,” etc. (R. 20, 48.) But the 
proof of the grant of these enumerated powers is 

i 

not evidence that the purchase of the stock was 
beyond the powers of the corporation; and there is 
no other evidence in the record which in j itself 
establishes such to be the fact, or from which such 
an inference may reasonably be drawn. Certainly 
there is no proof that the acquisition of the Rox- 

i 

bury Company was not necessary, or at least de¬ 
sirable, in the conduct of its business, and that 

i 

such acquisition was not in fact merely an! inci¬ 
dent in the affairs of this large corporation. I And 
it would seem to follow that unless the contrary is 
made affirmatively to appear it can not be said that 
the challenged purchase was wholly beyond the 
powers of this corporation, or was prohibited!to it. 

Moreover, as we have already pointed out, the 
corporation itself did not consider that the pur¬ 
chase was beyond its powers, for it set the same up 
on its books as such, and in its tax returns for both 
the years 1918 and 1919 treated the purchase as a 
capital investment on its part. It will be noted 
specifically in this connection that in Schedule K 
of its return for 1919 income (R. 51) appellant 
listed this purchase as “an investment,” together 
with certain stock and bond holdings in other cor¬ 
porations which appear at that time to have been 

i 

in excess of half a million dollars in addition to the 


i 
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Roxbury purchase, indicating that the purchase 
and holding of stock in other corporations was not 
deemed to have been ultra vires by the corporation 
itself in those instances. It is further apparent 
from the facts in the case that the claim that this 
purchase was ultra vires was also suggested and 
made for the sole purpose of effecting a tax avoid¬ 
ance on the part of this corporation. (R. 50.) In 
fact, it began and ended there. It would indeed be 
far fetched, in the face of this record, to indulge a 
presumption of ultra vires, particularly as it is 
said that 4 4 the doctrine of ultra vires, as applied to 
such [private] corporations, should be confined 
within narrow bounds,” and that this doctrine as 
applied to contracts of private corporations has al¬ 
most lost its meaning {Tryson v. Southern Realty 
Corporation (App. D. C.), 274 Fed. 135,140) ; that, 
in fact, 4 4 The presumption is, nothing appearing to 
the contrary, that the company in making the con¬ 
tract acted within its power” {Chesapeake B. R. 
Co. v. Hupp Automatic M. E. Co., 48 App. D. C. 
123,130, citing Ohio and M. R. Co. v. McCarthy, 96 
U. S. 258). 

But however this may be, the purchase of this 
stock was not ultra vires this corporation under the 
Massachusetts decisions. In a similar situation 
the Supreme Judicial Court of Massachusetts held 
that it was not ultra vires a corporation organized 
for the purpose of issuing licenses under patents 
to acquire stock in the licensee companies, where 
incidental to the business and in the proper man- 
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i 

i 

agement thereof. Edwards v. International Pave¬ 
ment Co., 227 Mass. 206. In this connection kee also 
Fernald v. Frank Ridlon Co., 246 Mass. 64. decided 
on the authority of the Edwards case, though in the 
Fernald case the authority of the corporation to 
make the purchase was not questioned, but only its 
advisability. Diligent search has failed to reveal 
any other cases in Massachusetts bearing upon this 
subject. It may be conceded that the rule prevail¬ 
ing in Massachusetts on this subject is the minority 
rule; but by the same token the cases cited by appel¬ 
lant from the State of Illinois and elsewhere have 

i 

no application here. 2 ; 

Upon the basis of what has been saidj it is 
thought that the appellee is justified in asserting 
that the transaction was on the face of this record 

i 

not ultra vires; and if we are correct in this as¬ 
sumption, we need not further point out that here, 
too, the Board’s findings, or lack of findings, are 
conclusive of the proposition. It follows that the 
corporation had no cause of complaint against the 
bank or anyone else upon this hypothesis. 

It is therefore apparent that appellant has failed 
to establish the first prerequisite to the allowance 
of the deduction claimed, namely, that the appellant 
had a valid claim against the Shawmut Bank.! 

“For other cases holding to the Massachusetts rule see 
Booth et al. v. Robinson. 55 Md. 419, 433; State Ex Inf. 
Atty. Gen. v. Long-Bell Lumber Co.. 321 Mo. 461; Alexander 
Hodges v. New England Screw Company et ah.. 1 R. I. 
312, 328. 

' i 


| 
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III 

There was no ascertainment of worthlessness of the 

alleged debt of the bank 

Appellant gave two releases, one to the partner¬ 
ship, the consideration for which is not disclosed. 
(R. 19.) The other release was given directly to 
the bank. The releases can not be used as a sub¬ 
terfuge merely to avoid the payment of taxes. To 
form the basis for a deduction, the step must be 
taken in the interest of the taxpayer, in the exer¬ 
cise of an experienced business judgment. Deeds 
v. Commissioner (C. C. A. 6th), 47 F. (2d) 695. 
Here there is no sufficient explanation of the re¬ 
leases to satisfy the rule of the Deeds case. The 
mere disinclination of a creditor to enforce pay¬ 
ment does not make the debt “worthless,” as that 
term is used in the statute. G. C. Krack, 1 B. T. A. 
1119, 1120. The evidence is rather persuasive that 
the so-called claim against the bank, as well as the 
attempt to shift the charge-off from 1918 to 1919, 
was motivated by tax considerations. 

In order to show that the alleged debt of the 
bank to the corporation was worthless, it was 
deemed necessary first to show the corporation’s 
claim against the partnership based upon the same 
transaction was likewise worthless. This the ap¬ 
pellant attempted to do by asserting that Willett 
and Sears were insolvent. But the evidence is far 
from satisfactorv even as to that. It is contended 
in this respect that such insolvency is proven by 
the fact that Willett and Sears made an assignment 
for the benefit of their creditors, and paid 15 cents 
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i 

j 
i 

i 

I 

i 

i 

on the dollar to them in settlement of their claims* 

j 

But apparently the appellant did not become a 
party thereto, and received no such or any propor¬ 
tion on its claim. The assignment certainly did 
not wipe out this debt, either in whole or in part; 

i 

and for all that appears in the record, Willett and 
Sears have since been solvent and could have paid 

i 

the claim of appellant in full. It is insisted, how¬ 
ever, that the Commissioner’s allowance of the 
$400,000 deduction in 1918 was an admission by him 
of the partnership’s insolvency. In answer to this 
it need only be pointed out that the Commissioner 
apparently did not have Willett and Sears in mind 
at all when he passed upon the income-tax return 
of the appellant for the year 1918, for he allowed 
the deduction not as a bad debt but as a loss. It is 

i 

by this faulty process of reasoning that appellant 
has ultimately arrived at the point where it felt 
itself justified in setting up a claim against the 
bank, and at the same time holding it worthless. 

Consequently, the appellant has failed to estab¬ 
lish the second prerequisite to the allowance of the 
deduction claimed, namely, that the alleged debt of 

i 

the bank was determined to have been “worthless” 
in the year 1919. ! 

IV 

The appellant’s specifications wherein the evidence is in¬ 
sufficient to sustain some of the findings made! and 
errors assigned by it because of the failure of the board 
to make certain other findings are without merit . 

From what has heretofore been said, it is ap¬ 
parent that the changes in some of the findings! and 


j 

i 
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the additional findings suggested by the appellant 
obviously relate to wholly material matters; as, for 
instance, that the Board should have found the cor¬ 
poration had no power to issue notes (Br. 8) ; that 
it should have found that Willett, Sears & Company 
was insolvent (Br. 10); and that it should not have 
stated in its opinion that the appellant may actually 
have received some of the stock (Br. 11). It will 
serve no useful purpose to pursue the matter 
further. 

CONCLUSION 

For the reasons stated, it is respectfully sub¬ 
mitted that the decision of the Board sustaining the 
deficiency determination made by the Commissioner 
in this case should be affirmed. 
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